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BEFORE THE STATE BOARD OF EQUALI ZATION
OF THE STATE OF CALIFORNIA

In the Matter of the Appeal of
P. LORI LLARD COVPANY )

Appear ances:
For Appellant: Robert H. Walker, its Attorney.

For Respondent: J. J. Arditto, Franchise Tax Counsel

OP1l NI ON

This appeal is made pursuant to Section 25 of the Bank and
Corporation Franchise Tax Act (Chapter 13, Statutes of 1929,as
amended) from the action of the Franchise Tax Conm ssioner upon
the protests of P. Lorillard Conpany to his proposed assessnents
of additional taxes in the amounts of $3,143.66, $2,954.79 and
$4,242.78 for the taxable years ended Decenber 31 of 1937, 1938
and 1939, respectively. Upon the consideration of the protests
the Comm ssioner redetermned the additional taxes to be $3,037.61,
$2,704.41 and $3,967.5L, respectively.

Appel I ant was incorporated under the |laws of the State_of
Del aware. Its parent conpany, P. Lorillard Conpany of New Jersey,
was incorporated under the laws of the State of New Jersey and owned
nore than 50% of Appellant's outstanding stock. The parent owned
all but 475 shares of the outstanding 6,000 shares of stock of
another of its subsidiaries, Federal Tin Conmpany, which was incorpo-
rated under the laws of New York. Those 475 shares were owned b
enpl oyees of Federal Tin Conpany. The parent conpany and the Federal
Tin Conpany did not do business in California. During the years in
question the Appellant was engaged in the sale of tobacco products
purchased from its parent conpany and was doing business in Califor-
nia as well as in other states. ~Appellant alleges that all nerchan-
di se sold bg the parent conpany to-it was sold at the sane prices as
were available to other purchasers, less additional discounts, and
that it made a fair profit on the resale of such merchandise. Each
of the three corporations was at all times independently and sepa-
ratelr managed and operations of each were separately accounted for
Appelfant, Tn filing its franchise tax returns, based themon a
separate accounting system while the Conm ssioner determned its
tax liability by applyln% a three-factor allocation formula to the
conbi ned net” income of the three corporations.

The action of the Franchise Tax Conm ssioner in allocating
to California a portion of the conbined net incone of the three
corporations is based on Section 14 of the Act. That section, as
amended in 1935 and applicable to the Appellant's taxable year ended
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Decenber 31, 19.37, provided as follows:

"Sec, 14. In the case of two or nore corporations
or banks or of one or nore banks and one or nore
corporations owned or controlled directly or
indirectly by the sane interests, the conmm ssioner
I's authorized to distribute, apportion, or allocate
gross income or deductions between or ampng such
corporations or banks, I1f he determnes that such
distribution, apportionment, or allocation is
necessary in order to prevent evasion of taxes or
clearly to reflect the incone of any of such
corporations or banks.

"In the case of a corporation doing business within
the meaning of this act, whether under agreenent

or otherwi se, in such manner as either directly or
indirectly to benefit the nmembers or stockhol ders

of the corporation, or any of them or any person

or persons, directly or indirectly interested in

such business, by rendering services of any nature
what soever or acquiring or disposing of its products
or the goods or conmodities in which it deals, at less
than a fair price therefor; or where such a corpo-
ration owned and/or controlled either directly or
indirectly by another corporation or corporations,
renders services of any nature whatsoever, or
acquires or disposes of the Produpts of the cor po-
rations so owning and/or controlling such corporation
in such a manner as to create a |0ss or inproper

net incone, the commissioner, in order to prevent
evasion of taxes or clearly to reflect the income
of such a corporation, may require a report consoli-
dated with the owning and/or controlling corporation
or corporations, or such other facts as he deems
necessary, and naK determ ne the amount which shal

be deenmed to be the entire net incone allocable to
this State of the business of such corpa ation for the
cal endar or fiscal year, and conpute the tax on such
net income. In determning the entire net incone
the conm ssioner shall have regard to the fair profits
whi ch but for ang agreenent, arrangenent, or under-
standing? night be or could have been obtained from
dealing in such products, goods or conmodities."”
(Statutes 1935, p. 998)

The Section, as amended in 1937 and applicable to the Appel-

Ian%'?ltaxable years ended Decenber 31, 1938, and 1939, provided
ol | ows:

"Sec. 14. In the case of two or nore corporations

or banks or of one or nore banks and one or nore
corporations owned or controlled directly or
indirectly by the sane interests, the conm ssioner
may permt or require the filing of a conbined report

199



Appeal of P, Lorillard Conpany
"and such other information as he deens necessaryand
isauthorizedto impose the t ax due under this act
as though the conbined entire net incone was that Of
one corporation, Or to distribute, apporti'on, O
allocate the gross incone or deductions between or
among such corporations or banks, if he determines
that such consolidation, distribution, apportionment,
or allocation is necessarY in order to prevent
evasion of taxes or clearly to reflect the income
of any such corporations or banks.

"In the case of a corporation doing business wthin
the meaning of this act, whether under agreenent or
otherwise, "in such manner as either directly or
indirectly to benefit the nenbers or stockhol ders

of the corporation, or any of them or any person or
ersons, directly or indirectly interested in such

usi ness, by rendering serviceS of any nature what-
soever, or acquiring or disposing of 1ts products

or the goods or commodities in which it deals, at |ess
than a fair price therefor, the comm ssioner, in order
to prevent evasion of taxes or clearly to reflect

the incone of such corporation, may require a report
of such facts as he deens necessary, and may determn ne
the amount which shall be deemed t0 be the entire-net
Income allocable to this State of the business of such
corporation for the calendar or'fiscal year, and
compute the tax_ upon such net incone. n det ermning
the entire net incone the conm ssioner shall have
regard to the fair profits which, but for any agree-
ment, arrangement, or understanding, mght be or

coul d have been obtained fromdealing I n such products,
goods or commodities.

"In the case of a corporation liable to report under
this act owning or controlling, either directly or
indirectly, another corporation, or other corporations,
and in the case of a corporation liable to report

under this act and owned or controlled, either
directly or indirectly, by another corporation, the
conmmi ssioner may require a consolidated report show
ing the combined net income or such other tacts as

he "deens necessary. Incaseitshall appear to the
conmi ssi oner that any arrangement exists in such a
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manner as to inproperly reflect the business done or

the net incone earned Trom the business done in this
State, the conm ssioner is authorized and enpowered,

in such manner as he may determne, to assess-the tax
agai nst either of the corporations whose net inconme 1is
involved in the report upon the basis of the conbined
entire net income and such other information as he may
possess, or he may adjust the tax in such other manner
as he s?all determine to be equitable." (Statutes 1937,
p. 2337

In the nenoranda filed in support of their resepctive positions,
the parties have regarded Section 14 as anended in 1937 as applicable
to the three taxable years involved herein and the Section as then
anended will, accordingly, be first considered.

~ The Appel lant takes the position that the action of the Commis-
sioner in conbining the income of a corporation doing business in
California with that of its parent and another subsidiary, neither
of which is doing business in the State, can be justified only by
the third paragraph of Section 14, It then contends that the” Com
m ssioner acte |nproperhy in this case in conbining its income
with that of P. Lorillard Conpany of New Jersey and the Federal Tin
Conpany, neither of which did business in california during the
yegps I'n question, since there had been no show ng b{ t he Conmi ssi one
that "any arrangenent" existed "in such a manner as to inproperly
reflect the business done or the net incone earned from the business
done in this State" as required by the Section. The Appellant
alleges, and its allegation is not controverted by the Conm ssioner
that the prices at which P. Lorillard Conpany of New Jersey sold
t obacco products to Appellant were fair and that no arrangenent
exi sted between any of the three corporations which would inproperly
reflect the busineSs done or the net income earned from the business
done in this State.

The Commi ssioner argues, on the other hand, that his action is
authorized by the first paragraph of the Section and that under that
paragraph it is unnecessary that there be a determnation that any

such arrangement exists. 'Hs position is sunmarized in his neno-
randum as toll ows:

"It is clear fromthis paragraph (first paragraph)
that the Conmi ssioner may treat a unitary group as
one corporation where the group is controlled by
the same interest, if (1) there is tax evasion or
(2) the Comm ssioner determnes that such action is
necessary to clearly reflect income from California
sources. There need be no other show ng."

The Appellant regards the first paragraph as applicable only
to corporations doing business in this State and argues that the
Commi ssioner's position is unsound for the reason, anmong others,
that it deprives the third paragraph of any meaning whatever, whereas
the section should be construed so as to give some force and effect
to al] parts thereof. To this, the Comm ssioner replies that his
position does not render the third paragraph neaningless and that
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t he "only purggse for placing the third paragraph in Section 14 was
to give the Commissioner the power to assess a tax against a unitary
roup, a corporation which is part of the group operating in this
tate, or agalnst another closer part of the group which mght not
be operating in this State.”

The action of the Comm ssioner in conbining the income of a
corporation doing business in this State with that of a parent corpo-
ration not doing business in the State nust, in our opinion, bhe
justified under the third rather than the first paragraph of Section
14. The third paragraph“is'the far nore specific of the two inits
application tolgbpeFIant and its affiliated corporations, since it
expressly provides that *,.,in the case of a corporation liable to
report under this act and owned or controlled, either directly or
|nd|reptI¥, by another corporation, the Comm ssioner may require a
consol i dated report showi ng the combined net income or such other
facts as he deens necessary." A determination that the first para-
graph authorizes the Comm Ssioner's action would, we believe, deprive
the third of virtually all force and effect and would not, according-
IX, be in accord with the legislative intent involved in the adoptior
of that paragraph.

W do not believe that the third paragraph is construed cor-
rectly as ppsse53|n% only the very restricted meaning given it by
the Commi ssi oner. hat paragraph does not purport to levy a tax on
any corporation and, since Section 4{3) of the Act inposes a tax
measured by net inconme only on corporations "doi ng business within
the limts of this State," we are unable to understand wherein the
paragraPh authorizes such an assessment of tax against any other
corporation. We conclude, accordingly, that the action of the Com
mssioner in allocating to California a portion of the combined net
income of the three corporations nust be justified under the third
rather than the first paragraph of Section 14 as anended in 1937.

Section 14 as amended in 1935 contains only two paragraphs.
The first is somewhat simlar to the first paragraph of the 1937
anendnents, In. this fasg it is the second paragraph upon which the
action of the Commissioner must, in our opinion, be based. That
paragraph reads, in part, as follows:

"In the case of a corporation doing business within the
meaning of this act ,.. owied and/or controlled either
directly 02 indirectly by another corporation or CcOrpo-
rations renders servicCes of ature_what soever,  of
acquires or disp 6388 61 the products 0f [he corporations
S0 oWNi Ng @Yoy ccontrolling SUCN corporation, 1N sSuch

a manner as to create a 0SS or improper NEL_1 NCONE,

the commissioner, in order {0 prevent evasion Of taxes
or clearly to reflect the i ncome of such a corporation
my requitre a report consolidated with the owning and/or
controlling corporation or corporations, or such other
facts as he deens necessary, and nmmy determine the anount
whi ch shall be deemed to be the entire net income allo-
cable to this State of the business of such corporation
for the calendar or fiscal year, and conpute the tax on
such net income. In determining the entire net income
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"the conmm ssioner shall have regard to the fair profits
which, but for any agreenment, arrangenment or under-
standing, mght be or could have been obtained from
dealing in such products, goods or conmodities."
(Underscoring added)

It is this para?raph which, by reason of its nore specific
| anguage than that of the first paragraph, furnishes the possible
basis for the action of the Comm ssioner. The portion of the Para-
graph above underscored was onmtted by the 1937 amendment which at
the same time added the third paragraph of the Seckrtiwn. Hers. too,
the position of the Comm ssioner would deprive that portion of
virtually all force and effect and is not, accqrd|ngly,_|n accord
with legislative intent as expressed by the entire Section

_ As heretofore nmentioned, the Conmm ssioner has not controverted
in any way the allegations of the Appellant that all merchandise sold
by P. "Lorillard Conpany of New Jersey to Appellant was sold at the
sane prices as were available to other purchasers, |ess additiona

di scounts, that those prices were fair, and that no arrangement

exi sted between any of the corporations which would inproperly reflec
t he business done or the net income earned from the business done
inthis State. The Conmissioner's position has been based nerely on
his construction of Section 14, a construction which we have deter-
mned to be inproper. In view of the uncontroverted allegations of
the Appellant and the fact that the Conm ssioner has in no way
asserted the existence of any arrangement of any sort between the
Appel lant and its affiliates which tended inproperly to reflect the

I ncome from Appel lant's business in this state, we woul d not be
hUStlfled in Presun1ng in support of the Conmm ssioner's action that

e had baseg hat actron upon a determnation that such an arrange-
ment exi sted,

Since we have held that the Commi ssioner's action in allocating
to California a portion of the combined net income of pel I ant and
its two affiliated corporations was not authorized in the instant
case, it is unnecessary for us to pass upon certain other issues
presented by the appea

ORDER

_ Pursuant to the views expressed in the opinion of the Board on
file in this proceeding, and good cause appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED that the action of
Chas. J. McColgan, Franchise Tax Commi ssioner, upon the protests of
P. Lorillard Conpany to proposed assessments of additional taxes,
the taxes being redetermned in the amounts of §$3,037.61, $2,704.41
and $3,967.54 for the taxable years ended Decenber él, of 19§7, 1938
and 1939, respectively, pursuant to Chapter 13, Statutes of 1929, as
amended, be. and the sane is hereby reversed. Said ruIin% i s hergby
set aside and the said Conmssioner is hereby directed to proceed In
conformty with this order.
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Done at Sacramento, California, this 9th day of March, 19k,
‘ by the State Board of Equalization.

R. E. Col l'ins, Chairman
%I nn Nb er
G onel I'i, Member
Geo R Reilly, Nenber
ATTEST: Dixwell L, Pierce, Secretary
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